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to pay the taxes and interest). A share-
holder that filed a Protective State-
ment must attach to Form 8621 filed
with each amended return a represen-
tation that the shareholder, until the
taxable year in which it determined or
reasonably should have determined
that the foreign corporation was a
PFIC, reasonably believed, within the
meaning of paragraph (d) of this sec-
tion, that the foreign corporation was
not a PFIC in the taxable year for
which the amended return is filed, and
in all other taxable years to which the
Protective Statement applies. A share-
holder that entered into a closing
agreement must comply with the terms
of that agreement, as provided in para-
graph (f)(3)(ii) of this section, to elimi-
nate any prejudice to the United States
government’s interests, as described in
paragraph (f)(3) of this section.

(3) Who makes the retroactive election.
The person that makes the retroactive
election is the person that makes the
section 1295 election, as provided in
§1.1295-1(d). A partner, shareholder, or
beneficiary for which a pass through
entity, as described in paragraphs
(c)(4)() (B) through (D) of this section,
filed a Protective Statement may
make a retroactive election, if the pass
through entity completely terminates
its business or otherwise ceases to
exist.

4) Other elections—(1) Section
1291(d)(2) election. If the foreign cor-
poration for which the shareholder
makes a retroactive election will be
treated as an unpedigreed QEF, as de-
fined in §1.1291-9(j)(2)(iii), with respect
to the shareholder, the shareholder
may make an election under section
1291(d)(2) to purge its holding period of
the years or parts of years before the
effective date of the retroactive elec-
tion. If the qualification date, within
the meaning of §1.1291-9(e) or 1.1291-
10(e), falls in a taxable year for which
the period of limitations has expired,
the shareholder may treat the first day
of the retroactive election year as the
qualification date. The shareholder
may make a section 1291(d)(2) election
at the time that it makes the retro-
active election, but no later than two
years after the date that the amended
return in which the retroactive elec-
tion is made is filed. For the require-

26 CFR Ch. | (4-1-09 Edition)

ments for making a section 1291(d)(2)
election, see §§1.1291-9 and 1.1291-10.

(ii) Section 1294 election. A shareholder
may make an election under section
1294 to extend the time for payment of
tax on the shareholder’s pro rata
shares of the ordinary earnings and net
capital gain of the foreign corporation
reported in the shareholder’s amended
return, and section 6621 interest attrib-
utable to such tax, but only to the ex-
tent the tax and interest are attrib-
utable to earnings that have not been
distributed to the shareholder. The
shareholder must make a section 1294
election for a taxable year at the time
that it files its amended return for that
year, as provided in paragraph (g)(1) of
this section. For the requirements for
making a section 1294 election, see
§1.1294-1T.

(h) Effective date. The rules of this
section are effective as of January 2,
1998.

[T.D. 8750, 63 FR 19, Jan. 2, 1998. Redesig-
nated and amended by T.D. 8870, 656 FR 5781,
Feb. 7, 2000]

§1.1296-1 Mark to market election for
marketable stock.

(a) Definitions—(1) Eligible RIC. An eli-
gible RIC is a regulated investment
company that offers for sale, or has
outstanding, any stock of which it is
the issuer and which is redeemable at
net asset value, or that publishes net
asset valuations at least annually.

(2) Section 1296 stock. The term section
1296 stock means marketable stock in a
passive foreign investment company
(PFIC), including any PFIC stock
owned directly or indirectly by an eli-
gible RIC, for which there is a valid
section 1296 election. Section 1296 stock
does not include stock of a foreign cor-
poration that previously had been a
PFIC, and for which a section 1296 elec-
tion remains in effect.

(3) Unreversed inclusions—(i) General
rule. The term wunreversed inclusions
means with respect to any section 1296
stock, the excess, if any, of—

(A) The amount of mark to market
gain included in gross income of the
United States person under paragraph
(c)(1) of this section with respect to
such stock for prior taxable years; over

(B) The amount allowed as a deduc-
tion to the United States person under
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paragraph (c)(3) of this section with re-
spect to such stock for prior taxable
years.

(ii) Section 1291 adjustment. The
amount referred to in paragraph
(a)(3)(1)(A) of this section shall include
any amount subject to section 1291
under the coordination rule of para-
graph (i)(2)(ii) of this section.

(iii) Example. An example of the com-
putation of unreversed inclusions is as
follows:

Example. A, a United States person, ac-
quired stock in Corp X, a foreign corpora-
tion, on January 1, 2005 for $150. At such
time and at all times thereafter, Corp X was
a PFIC and A’s stock in Corp X was market-
able. For taxable years 2005 and 2006, Corp X
was a nonqualified fund subject to taxation
under section 1291. A made a timely section
1296 election with respect to the X stock, ef-
fective for taxable year 2007. The fair market
value of the X stock was $200 as of December
31, 2006, and $240 as of December 31, 2007. Ad-
ditionally, Corp X made no distribution with
respect to its stock for the taxable years at
issue. In 2007, pursuant to paragraph (i)(2)(ii)
of this section, A must include the $90 gain
in the X stock in accordance with the rules
of section 1291 for purposes of determining
the deferred tax amount and any applicable
interest. Nonetheless, for purposes of deter-
mining the amount of the unreversed inclu-
sions pursuant to paragraph (a)(3)(ii) of this
section, A will include the $90 of gain that
was taxed under section 1291 and not the in-
terest thereon.

(iv) Special rule for regulated invest-
ment companies. In the case of a regu-
lated investment company which had
elected to mark to market the PFIC
stock held by such company as of the
last day of the taxable year preceding
such company’s first taxable year for
which such company makes a section
1296 election, the amount referred to in
paragraph (a)(3)(1)(A) of this section
shall include amounts previously in-
cluded in gross income by the company
pursuant to such mark to market elec-
tion with respect to such stock for
prior taxable years. For further guid-
ance, see Notice 92-53 (1992-2 C.B. 384)
(see also 601.601(d)(2) of this chapter).

(b) Application of section 1296 election—
(1) In general. Any United States person
and any controlled foreign corporation
(CFC) that owns directly, or is treated
as owning under this section, market-
able stock, as defined in §1.1296-2, in a
PFIC may make an election to mark to
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market such stock in accordance with
the provisions of section 1296 and this
section.

(2) Election applicable to specific United
States person. A section 1296 election
applies only to the United States per-
son (or CFC that is treated as a U.S.
person under paragraph (g)(2) of this
section) that makes the election. Ac-
cordingly, a United States person’s sec-
tion 1296 election will not apply to a
transferee of section 1296 stock.

(38) Election applicable to specific cor-
poration only. A section 1296 election is
made with respect to a single foreign
corporation, and thus a separate sec-
tion 1296 election must be made for
each foreign corporation that other-
wise meets the requirements of this
section. A United States person’s sec-
tion 1296 election with respect to stock
in a foreign corporation applies to all
marketable stock of the corporation
that the person owns directly, or is
treated as owning under paragraph (e)
of this section, at the time of the elec-
tion or that is subsequently acquired.

(c) Effect of election—(1) Recognition of
gain. If the fair market value of section
1296 stock on the last day of the United
States person’s taxable year exceeds its
adjusted basis, the United States per-
son shall include in gross income for
its taxable year the excess of the fair
market value of such stock over its ad-
justed basis (mark to market gain).

(2) Character of gain. Mark to market
gain, and any gain on the sale or other
disposition of section 1296 stock, shall
be treated as ordinary income.

(3) Recognition of loss. If the adjusted
basis of section 1296 stock exceeds its
fair market value on the last day of the
United States person’s taxable year,
such person shall be allowed a deduc-
tion for such taxable year equal to the
lesser of the amount of such excess or
the unreversed inclusions with respect
to such stock (mark to market loss).

(4) Character of loss—(i) Losses not in
excess of wunreversed inclusions. Any
mark to market loss allowed as a de-
duction under paragraph (c)(3) of this
section, and any loss on the sale or
other disposition of section 1296 stock,
to the extent that such loss does not
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exceed the unreversed inclusions at-
tributable to such stock, shall be treat-
ed as an ordinary loss, deductible in
computing adjusted gross income.

(ii) Losses in excess of unreversed inclu-
sions. Any loss recognized on the sale
or other disposition of section 1296
stock in excess of any prior unreversed
inclusions will be subject to the rules
generally applicable to losses provided
elsewhere in the Internal Revenue Code
and the regulations thereunder.

(5) Application of election to separate
lots of stock. In the case in which a
United States person purchased or ac-
quired shares of stock in a PFIC at dif-
ferent prices, the rules of this section
shall be applied in a manner consistent
with the rules of §1.1012-1.

(6) Source rules. The source of any
amount included in gross income under
paragraph (c)(1) of this section, or the
allocation and apportionment of any
amount allowed as a deduction under
paragraph (c)(3) of this section, shall be
determined in the same manner as if
such amounts were gain or loss (as the
case may be) from the sale of stock in
the PFIC.

(7)) Examples. The following examples
illustrate this paragraph (c):

Example 1. Treatment of gain as ordinary in-
come. A, a United States individual, pur-
chases stock in FX, a foreign corporation
that is not a PFIC, in 1990 for $1,000. On Jan-
uary 1, 2005, when the fair market value of
the FX stock is $1,100, FX becomes a PFIC. A
makes a timely section 1296 election for tax-
able year 2005. On December 31, 2005, the fair
market value of the FX stock is $1,200. For
taxable year 2005, A includes $200 of mark to
market gain (the excess of the fair market
value of FX stock (8$1,200) over A’s adjusted
basis ($1,000)) in gross income as ordinary in-
come and pursuant to paragraph (d)(1) of this
section increases his basis in the FX stock
by that amount.

Example 2. Treatment of gain as capital gain.
The facts are the same as in Example 1. For
taxable year 2006, FX does not satisfy either
the asset test or the income test of section
1297(a). A does not revoke the section 1296
election it made with respect to the FX
stock. On December 1, 2006, A sells the FX
stock when the fair market value of the
stock is $1,500. For taxable year 2006, A in-
cludes $300 of gain (the excess of the fair
market value of FX stock ($1,500) over A’s
adjusted basis ($1,200)) in gross income as
long-term capital gain because at the time of
sale of the FX stock by A, FX did not qualify
as a PFIC, and, therefore, the FX stock was
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not section 1296 stock at the time of the dis-
position. Further, A’s holding period for non-
PFIC purposes was more than one year.

Example 3. Treatment of losses as ordinary
where they do not exceed unreversed inclusions.
The facts are the same as in Example 1. On
December 1, 2006, A sells the stock in FX for
$1,100. At that time, A’s unreversed inclu-
sions (the amount A included in income as
mark to market gain) with respect to the
stock in FX are $200. Accordingly, for tax-
able year 2006, A recognizes a 1oss on the sale
of the FX stock of $100, (the fair market
value of the FX stock ($1,100) minus A’s ad-
justed basis ($1,200) in the stock) that is
treated as an ordinary loss because the loss
does not exceed the unreversed inclusions at-
tributable to the stock of FX.

Example 4. Treatment of losses as long-term
capital losses. The facts are the same as in Ez-
ample 3, except that FX does not satisfy ei-
ther the asset test or the income test of sec-
tion 1297(a) for taxable year 2006. For taxable
year 2006, A’s $100 loss from the sale of the
FX stock is treated as long-term capital loss
because at the time of the sale of the FX
stock by A FX did not qualify as a PFIC,
and, therefore, the FX stock was not section
1296 stock at the time of the disposition.
Further, A’s holding period in the FX stock
for non-PFIC purposes was more than one
year.

Example 5. Long-term capital loss treatment of
losses in excess of unreversed inclusions. The
facts are the same as in Example 3, except
that A sells his FX stock for $900. At the
time of A’s sale of the FX stock on December
1, 2006, A’s unreversed inclusions with re-
spect to the FX stock are $200. Accordingly,
the $300 loss recognized by A on the disposi-
tion is treated as an ordinary loss to the ex-
tent of his unreversed inclusions ($200). The
amount of the loss in excess of A’s unre-
versed inclusions ($100) will be treated as a
long-term capital loss because A’s holding
period in the FC stock for non-PFIC purposes
was more than one year.

Example 6. Application of section 1296 election
to separate lots of stock. On January 1, 2005,
Corp A, a domestic corporation, purchased
100 shares (first lot) of stock in FX, a PFIC,
for $500 ($5 per share). On June 1, 2005, Corp
A purchased 100 shares (second lot) of FX
stock for $1,000 ($10 per share). Corp A made
a timely section 1296 election with respect to
its FX stock for taxable year 2005. On De-
cember 31, 2005, the fair market value of FX
stock was $8 per share. For taxable year 2005,
Corp A includes $300 of gain in gross income
as ordinary income under paragraph (c)(1) of
this section with respect to the first lot, and
adjusts its basis in that lot to $800 pursuant
to paragraph (d)(1) of this section. With re-
spect to the second lot, Corp A is not per-
mitted to recognize a loss under paragraph
(c)(3) of this section for taxable year 2005. Al-
though Corp A’s adjusted basis in that stock
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exceeds its fair market value by $200, Corp A
has no unreversed inclusions with respect to
that particular lot of stock. On July 1, 2006,
Corp A sells 100 shares of FX stock for $900.
Assuming that Corp A adequately identifies
(in accordance with the rules of §1.1012-1(c))
the shares of FX stock sold as being from the
second lot, Corp A recognizes $100 of long
term capital loss pursuant to paragraph
(c)(4)(ii) of this section.

(d) Adjustment to basis—(1) Stock held
directly. The adjusted basis of the sec-
tion 1296 stock shall be increased by
the amount included in the gross in-
come of the United States person under
paragraph (c¢)(1) of this section with re-
spect to such stock, and decreased by
the amount allowed as a deduction to
the United States person under para-
graph (c¢)(3) of this section with respect
to such stock.

(2) Stock owned through certain foreign
entities. (i) In the case of section 1296
stock that a United States person is
treated as owning through certain for-
eign entities pursuant to paragraph (e)
of this section, the basis adjustments
under paragraph (d)(1) of this section
shall apply to such stock in the hands
of the foreign entity actually holding
such stock, but only for purposes of de-
termining the subsequent treatment
under chapter 1 of the Internal Rev-
enue Code of the United States person
with respect to such stock. Such in-
crease or decrease in the adjusted basis
of the section 1296 stock shall con-
stitute an adjustment to the basis of
partnership property only with respect
to the partner making the section 1296
election. Corresponding adjustments
shall be made to the adjusted basis of
the United States person’s interest in
the foreign entity and in any inter-
mediary entity described in paragraph
(e) of this section through which the
United States person holds the PFIC
stock.

(ii) Example. The following example
illustrates this paragraph (d)(2):

Example. FP is a foreign partnership. Corp
A, a domestic corporation, owns a 20 percent
interest in FP. Corp B, a domestic corpora-
tion, owns a 30 percent interest in FP. Corp
C, a foreign corporation, with no direct or in-
direct shareholders that are U.S. persons,
owns a 50% interest in FP. Corp A, Corp B,
and FP all use a calendar year for their tax-
able year. In 2005, FP purchases stock in FX,
a foreign corporation and a PFIC, for $1,000.
Corp A makes a timely section 1296 election
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for taxable year 2005. On December 31, 2005,
the fair market value of the PFIC stock is
$1,100. Corp A includes $20 of ordinary in-
come in taxable year 2005 under paragraphs
(c)(1) and (2) of this section. Corp A increases
its basis in its FP partnership interest by
$20. FP increases its basis in the FX stock to
$1,020 solely for purposes of determining the
subsequent treatment of Corp A, under chap-
ter 1 of the Internal Revenue Code, with re-
spect to such stock. In 2006, FP sells the FX
stock for $1,200. For purposes of determining
the amount of gain of Corp A, FP will be
treated as having $180 in gain of which $20 is
allocated to Corp A. Corp A’s $20 of gain will
be treated as ordinary income under para-
graph (c)(2) of this section. For purposes of
determining the amount of gain attributable
to Corp B, FP will be treated as having $200
gain, $60 of which will be allocated to Corp B.

(3) Stock owned indirectly by an eligible
RIC. Paragraph (d)(2) of this section
shall also apply to an eligible RIC
which is an indirect shareholder under
§1.1296-2(f) of stock in a PFIC and has
a valid section 1296 election in effect
with respect to the PFIC stock.

(4) Stock acquired from a decedent. In
the case of stock of a PFIC which is ac-
quired by bequest, devise, or inherit-
ance (or by the decedent’s estate) and
with respect to which a section 1296
election was in effect as of the date of
the decedent’s death, notwithstanding
section 1014, the basis of such stock in
the hands of the person so acquiring it
shall be the adjusted basis of such
stock in the hands of the decedent im-
mediately before his death (or, if less-
er, the basis which would have been de-
termined under section 1014 without re-
gard to this paragraph).

(6) Transition rule for individuals be-
coming subject to United States income
taxation—(i) In general. If any indi-
vidual becomes a United States person
in a taxable year beginning after De-
cember 31, 1997, solely for purposes of
this section, the adjusted basis, before
adjustments under this paragraph (d),
of any section 1296 stock owned by such
individual on the first day of such tax-
able year shall be treated as being the
greater of its fair market value or its
adjusted basis on such first day.

(ii) An example of the transition rule
for individuals becoming subject to
United States income taxation is as
follows:

Example. A, a nonresident alien individual,
purchases marketable stock in FX, a PFIC,
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for $50 in 1995. On January 1, 2005, A becomes
a United States person and makes a timely
section 1296 election with respect to the
stock in accordance with paragraph (h) of
this section. The fair market value of the FX
stock on January 1, 2005, is $100. The fair
market value of the FX stock on December
31, 2005, is $110. Under paragraph (d)(5)(i) of
this section, A computes the amount of
mark to market gain or loss for the FX
stock in 2005 by reference to an adjusted
basis of $100, and therefore A includes $10 in
gross income as mark to market gain under
paragraph (c)(1) of this section. Additionally,
under paragraph (d)(1) of this section, A’s ad-
justed basis in the FX stock for purposes of
this section is increased to $110 (and to $60
for all other tax purposes). A sells the FX
stock in 2006 for $120. For purposes of apply-
ing section 1001, A must use its original basis
of $50, with any adjustments under para-
graph (d)(1) of this section, $10 in this case,
and therefore A recognizes $60 of gain. Under
paragraph (c)(2) of this section (which is ap-
plied using an adjusted basis of $110), $10 of
such gain is treated as ordinary income. The
remaining $50 of gain from the sale of the FX
stock is long term capital gain because A
held such stock for more than one year.

(e) Stock owned through certain foreign
entities—(1) In general. Except as pro-
vided in paragraph (e)(2) of this sec-
tion, the following rules shall apply in
determining stock ownership for pur-
poses of this section. PFIC stock
owned, directly or indirectly, by or for
a foreign partnership, foreign trust
(other than a foreign trust described in
sections 671 through 679), or foreign es-
tate shall be considered as being owned
proportionately by its partners or
beneficiaries. PFIC stock owned, di-
rectly or indirectly, by or for a foreign
trust described in sections 671 through
679 shall be considered as being owned
proportionately by its grantors or
other persons treated as owners under
sections 671 through 679 of any portion
of the trust that includes the stock.
The determination of a person’s pro-
portionate interest in a foreign part-
nership, foreign trust or foreign estate
will be made on the basis of all the
facts and circumstances. Stock consid-
ered owned by reason of this paragraph
shall, for purposes of applying the rules
of this section, be treated as actually
owned by such person.

(2) Stock owmed indirectly by eligible
RICs. The rules for attributing owner-
ship of stock contained in §1.1296-2(f)
will apply to determine the indirect
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ownership of PFIC stock by an eligible
RIC.

(f) Holding period. Solely for purposes
of sections 1291 through 1298, if section
1296 applied to stock with respect to
the taxpayer for any prior taxable
year, the taxpayer’s holding period in
such stock shall be treated as begin-
ning on the first day of the first tax-
able year beginning after the last tax-
able year for which section 1296 so ap-
plied.

(g) Special rules—(1) Certain disposi-
tions of stock. To the extent a United
States person is treated as actually
owning stock in a PFIC under para-
graph (e) of this section, any disposi-
tion which results in the United States
person being treated as no longer own-
ing such stock, and any disposition by
the person owning such stock, shall be
treated as a disposition by the United
States person of the stock in the PFIC.

(2) Treatment of CFC as a United States
person. In the case of a CFC that owns,
or is treated as owning under para-
graph (e) of this section, section 1296
stock:

(i) Other than with respect to the
sourcing rules in paragraph (c)(6) of
this section, this section shall apply to
the CFC in the same manner as if such
corporation were a United States per-
son. The CFC will be treated as a for-
eign person for purposes of applying
the source rules of paragraph (c)(6).

(ii) For purposes of subpart F of part
III of subchapter N of the Internal Rev-
enue Code—

(A) Amounts included in the CFC’s
gross income under paragraph (c)(1) or
(1)(2)(ii) of this section shall be treated
as foreign personal holding company
income under section 954(c)(1)(A); and

(B) Amounts allowed as a deduction
under paragraph (c)(3) of this section
shall be treated as a deduction allo-
cable to foreign personal holding com-
pany income for purposes of computing
net foreign base company income under
§1.954-1(c).

(iii) A United States shareholder, as
defined in section 951(b), of the CFC
shall not be subject to section 1291 with
respect to any stock of the PFIC for
the period during which the section
1296 election is in effect for that stock,
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and the holding period rule of para-
graph (f) of this section shall apply to
such United States shareholder.

(iv) The rules of this paragraph (g)(2)
shall not apply to a United States per-
son that is a shareholder of the PFIC
for purposes of section 1291, but is not
a United States shareholder under sec-
tion 951(b) with respect to the CFC
making a section 1296 election.

(3) Timing of inclusions for stock owned
through certain foreign entities. In the
case of section 1296 stock that a United
States person is treated as owning
through certain foreign entities pursu-
ant to paragraph (e) of this section, the
mark to market gain or mark to mar-
ket loss is determined in accordance
with paragraphs (c¢) and (i)(2)(ii) of this
section as of the last day of the taxable
year of the foreign partnership, foreign
trust or foreign estate and then in-
cluded in the taxable year of such
United States person that includes the
last day of the taxable year of the enti-
ty.
(h) Elections—(1) Timing and manner
for making a section 1296 election—(i)
United States persons. A United States
person that owns marketable stock in
a PFIC, or is treated as owning mar-
ketable stock under paragraph (e) of
this section, on the last day of the tax-
able year of such person, and that
wants to make a section 1296 election,
must make a section 1296 election for
such taxable year on or before the due
date (including extensions) of the
United States person’s income tax re-
turn for that year. The section 1296
election must be made on the Form
8621, ‘‘Return by a Shareholder of a
Passive Foreign Investment Company
or Qualified Electing Fund’’, included
with the original tax return of the
United States person for that year, or
on an amended return, provided that
the amended return is filed on or before
the election due date.

(i1) Controlled foreign corporations. A
section 1296 election by a CFC shall be
made by its controlling United States
shareholders, as defined in §1.964-
1(c)(5), and shall be included with the
Form 5471, ‘“‘Information Return of U.S.
Persons With Respect to Certain For-
eign Corporations’, for that CFC by
the due date (including extensions) of
the original income tax returns of the
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controlling United States shareholders
for that year. A section 1296 election by
a CFC shall be binding on all United
States shareholders of the CFC.

(iii) Retroactive elections for PFIC
stock held in prior years. A late section
1296 election may be permitted only in
accordance with §301.9100 of this chap-
ter.

(2) Effect of section 1296 election—(@i) A
section 1296 election will apply to the
taxable year for which such election is
made and remain in effect for each suc-
ceeding taxable year unless such elec-
tion is revoked or terminated pursuant
to paragraph (h)(3) of this section.

(ii) Cessation of a foreign corporation
as a PFIC. A United States person will
not include mark to market gain or
loss pursuant to paragraph (c) of this
section with respect to any stock of a
foreign corporation for any taxable
year that such foreign corporation is
not a PFIC under section 1297 or treat-
ed as a PFIC under section 1298(b)(1)
(taking into account the holding period
rule of paragraph (f) of this section).
Cessation of a foreign corporation’s
status as a PFIC will not, however, ter-
minate a section 1296 election. Thus, if
a foreign corporation is a PFIC in a
taxable year after a year in which it is
not treated as a PFIC, the United
States person’s original election (un-
less revoked or terminated in accord-
ance with paragraph (h)(3) of this sec-
tion) continues to apply and the share-
holder must include any mark to mar-
ket gain or loss in such year.

(3) Rewvocation or termination of elec-
tion—(i) In general. A United States
person’s section 1296 election is termi-
nated if the section 1296 stock ceases to
be marketable; if the United States
person elects, or is required, to mark
to market the section 1296 stock under
another provision of chapter 1 of the
Internal Revenue Code; or if the Com-
missioner, in the Commissioner’s dis-
cretion, consents to the United States
person’s request to revoke its section
1296 election upon a finding of a sub-
stantial change in circumstances. A
substantial change in circumstances
for this purpose may include a foreign
corporation ceasing to be a PFIC.

(ii) Timing of termination or revocation.
Where a section 1296 election is termi-
nated automatically (e.g., the stock
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ceases to be marketable), section 1296
will cease to apply beginning with the
taxable year in which such termination
occurs. Where a section 1296 election is
revoked with the consent of the Com-
missioner, section 1296 will cease to
apply beginning with the first taxable
year of the United States person after
the revocation is granted unless other-
wise provided by the Commissioner.

(4) Erxamples. The operation of the
rules of this paragraph (h) is illus-
trated by the following examples:

Example 1. A, a United States person, owns
stock in FX, a PFIC. A makes a QEF elec-
tion in 1996 with respect to the FX stock. For
taxable year 2005, A makes a timely section
1296 election with respect to its stock, and
thus its QEF election is automatically ter-
minated pursuant to §1.1295-1(i)(3). In 2006,
A’s stock in FX ceases to be marketable, and
therefore its section 1296 election is auto-
matically terminated under paragraph (h)(3)
of this section. Beginning with taxable year
2006, A is subject to the rules of section 1291
with respect to its FX stock unless it makes
a new QEF election. See §1.1295-1(i)(5).

Example 2. The facts are the same as in Ex-
ample 1, except that A’s stock in FX becomes
marketable again in 2007. A may make a new
section 1296 election with respect to the FX
stock for its taxable year 2007, or thereafter.
A will be subject to the coordination rules
under paragraph (i) of this section unless it
made a new QEF election in 2006.

(1) Coordination rules for first year of
election—(1) In  general. Notwith-
standing any provision in this section
to the contrary, the rules of this para-
graph (i) shall apply to the first tax-
able year in which a section 1296 elec-
tion is effective with respect to mar-
ketable stock of a PFIC if such foreign
corporation was a PFIC for any taxable
year, prior to such first taxable year,
during the United States person’s hold-
ing period (as defined in paragraph (f)
of this section) in such stock, and for
which such corporation was not treated
as a QEF with respect to such United
States person.

(2) Shareholders other than regulated
investment companies. For the first tax-
able year of a United States person
(other than a regulated investment
company) for which a section 1296 elec-
tion is in effect with respect to the
stock of a PFIC, such United States
person shall, in lieu of the rules of
paragraphs (c¢) and (d) of this section—
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(i) Apply the rules of section 1291 to
any distributions with respect to, or
disposition of, section 1296 stock;

(ii) Apply section 1291 to the amount
of the excess, if any, of the fair market
value of such section 1296 stock on the
last day of the United States person’s
taxable year over its adjusted basis, as
if such amount were gain recognized
from the disposition of stock on the
last day of the taxpayer’s taxable year;
and

(iii) Increase its adjusted basis in the
section 1296 stock by the amount of ex-
cess, if any, subject to section 1291
under paragraph (i)(2)(ii) of this sec-
tion.

(3) Shareholders that are regulated in-
vestment companies. For the first tax-
able year of a regulated investment
company for which a section 1296 elec-
tion is in effect with respect to the
stock of a PFIC, such regulated invest-
ment company shall increase its tax
under section 852 by the amount of in-
terest that would have been imposed
under section 1291(c)(3) for such taxable
year if such regulated investment com-
pany were subject to the rules of para-
graph (i)(2) of this section, and not this
paragraph (i)(3). No deduction or in-
crease in basis shall be allowed for the
increase in tax imposed under this
paragraph (i)(3).

(4) The operation of the rules of this
paragraph (i) is illustrated by the fol-
lowing examples:

Example (1). A, a United States person and
a calendar year taxpayer, owns marketable
stock in FX, a PFIC that it acquired on Jan-
uary 1, 1992. At all times, A’s FX stock was
a nonqualified fund subject to taxation under
section 1291. A made a timely section 1296
election effective for taxable year 2005. At
the close of taxable year 2005, the fair mar-
ket value of A’s FX stock exceeded its ad-
justed basis by $10. Pursuant to paragraph
(i)(2)(ii) of this section, A must treat the $10
gain under section 1291 as if the FX stock
were disposed of on December 31, 2005. Fur-
ther, A increases its adjusted basis in the FX
stock by the $10 in accordance with para-
graph (i)(2)(iii) of this section.

Example (2). Assume the same facts as in
Example (1), except that A is a RIC that had
not made an election prior to 2005 to mark to
market the PFIC stock. In taxable year 2005,
A includes $10 of ordinary income under
paragraph (c)(1) of this section, and such
amount is not subject to section 1291. A also
increases its tax imposed under section 852
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by the amount of interest that would have
been determined under section 1291(c)(3), and
no deduction is permitted for such amount.
Finally, under paragraph (d)(1) of this sec-
tion, A increases its adjusted basis in the FX
stock by $10.

(j) Effective date. The provisions in
this section are applicable for taxable
years beginning on or after May 3, 2004.

[T.D. 9123, 69 FR 24074, May 3, 2004]

§1.1296-2 Definition
stock.

(a) General rule. For purposes of sec-
tion 1296, the term marketable stock
means—

(1) Passive foreign investment com-
pany (PFIC) stock that is regularly
traded, as defined in paragraph (b) of
this section, on a qualified exchange or
other market, as defined in paragraph
(c) of this section;

(2) Stock in certain PFICs, as de-
scribed in paragraph (d) of this section;
and

(3) Options on stock that is described
in paragraph (a)(1) or (2) of this sec-
tion, to the extent provided in para-
graph (e) of this section.

(b) Regularly traded—(1) General rule.
For purposes of paragraph (a)(1) of this
section, a class of stock that is traded
on one or more qualified exchanges or
other markets, as defined in paragraph
(c) of this section, is regularly traded
on such exchanges or markets for any
calendar year during which such class
of stock is traded, other than in de
minimis quantities, on at least 15 days
during each calendar quarter.

(2) Special rule for year of initial public
offering. For the calendar year in which
a corporation initiates a public offer-
ing of a class of stock for trading on
one or more qualified exchanges or
other markets, as defined in paragraph
(c) of this section, such class of stock
meets the requirements of paragraph
(b)(1) of this section for such year if the
stock is regularly traded on such ex-
changes or markets, other than in de
minimis quantities, on 1/6 of the days
remaining in the quarter in which the
offering occurs, and on at least 15 days
during each remaining quarter of the
taxpayer’s calendar year. In cases
where a corporation initiates a public
offering of a class of stock in the
fourth quarter of the calendar year,

of marketable

§1.1296-2

such class of stock meets the require-
ments of paragraph (b)(1) of this sec-
tion in the calendar year of the offer-
ing if the stock is regularly traded on
such exchanges or markets, other than
in de minimis quantities, on the great-
er of 1/6 of the days remaining in the
quarter in which the offering occurs, or
5 days.

(3) Anti-abuse rule. Trades that have
as one of their principal purposes the
meeting of the trading requirements of
paragraph (b)(1) or (2) of this section
shall be disregarded. Further, a class of
stock shall not be treated as meeting
the trading requirement of paragraph
(b)(1) or (2) of this section if there is a
pattern of trades conducted to meet
the requirement of paragraph (b)(1) or
(2) of this section. Similarly, paragraph
(b)(2) of this section shall not apply to
a public offering of stock that has as
one of its principal purposes to avail
itself of the reduced trading require-
ments under the special rule for the
calendar year of an initial public offer-
ing. For purposes of applying the im-
mediately preceding sentence, consid-
eration will be given to whether the
trading requirements of paragraph
(b)(1) of this section are satisfied in the
subsequent calendar year.

(c) Qualified exchange or other mar-
ket—(1) General rule. For purposes of
paragraph (a)(1) of this section, the
term qualified exchange or other market
means, for any calendar year—

(i) A national securities exchange
that is registered with the Securities
and Exchange Commission or the na-
tional market system established pur-
suant to section 11A of the Securities
Exchange Act of 1934 (15 U.S.C. 78f); or

(ii) A foreign securities exchange
that is regulated or supervised by a
governmental authority of the country
in which the market is located and
which has the following characteris-
tics—

(A) The exchange has trading vol-
ume, listing, financial disclosure, sur-
veillance, and other requirements de-
signed to prevent fraudulent and ma-
nipulative acts and practices, to re-
move impediments to and perfect the
mechanism of a free and open, fair and
orderly, market, and to protect inves-
tors; and the laws of the country in
which the exchange is located and the
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